United States Department of the Interior

MINERALS MANAGEMENT SERVICE

Royalty Management Program
P.O. Box 25165
Denver, Colorado 80225-0165

IN REPLY REFER TO.
AD/PSQO/TSO 98-068-1/11
Mail Stop 3062

Mr. Jack J. Grynberg

Grynberg Petroleum Company

5000 South Quebec My 1AL
Suite 500

Denver, Colorado 80237-2707
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Dear Mr. Grynberg:

This is in response to your February 9, 1998, Freedom of Information Act (FOIA) request (copy as
Enclosure 1).

On February 20 you accepted an 8-page copy of an Order from Minerals Management Service to
Shell Services Company dated August 28, 1995.

We are currently reviewing, identifying and deleting privileged and confidential information
contained in the remainder of the documents that are responsive to your request. The
complicated and sensitive nature of these materials requires that we consult with the submitter
about their release. We anticipate completing the consultation process within two weeks,
allowing us to fully respond to your request by June 3, 1988.

For your future reference, and in accordance with 43 CFR § 2.20(a)(1) (1997), we assess user
fees to fultil a FOIA request. Personnei charges cover our costs to conduct document searches
and to review, identify, and delete privileged and confidential information. Other charges cover
the direct costs of providing the material. Standard charges are:

Professional support $18.60/hour Computer/mag tapes $25.00/each
Clerical support $ 9.20/hour CD-ROM $ 6.00/each
Photocopies $ .13/page 8 mm. tapes _ $10.0C/each
Microfiche $ .0OB/page Computer Diskettes $ 1.25/each

Computer {CPU) time $35.00/minute {$25.00 minimum)

Fees tar overdue bills include a $35 administrative charge plus interest at the prevailing Treasury
rate.

If you have any questions, please contact Laurita Summerton at (303} 231-3628 or me at
{303) 231-3013.

Sinceretly,
Original Signed By
K. Kann
Gregory K. Kann
Freedom of
information Act Qfficar

Enclosure
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February 9, 1998

FEB 03 7_C:

Mr. Greg Kann
Minerals Managemant Service ?f"”bx "0//11
Denver, Coloredo 80225 g A

Dear Greg:

Reterence is made to the complaint filed by the Minerais Management Service
against Shell Oil Company and possibly Mabll Oll Company as wel!, concerning
underpayment of royaities for CO, production in the MoEimo Dome Unit in
Momezuma County, Colorado. | wouki appreciate receiving a copy aof all the
documents prepared by the MMS for the administrative procsedings, as well as the
settlament of these proceedings between tha MMS and Shell Oil Company and
possibly Mobil Cil Company as well.

If the sehiement includes a settiement with Cortez Pipeline, under the FO! Act
I would like to obtain copies of all the material, including sn audit by the MMS.

This ietter is written on behalf of my wife, Calests C. Grynberg. who is a trustes of

the Rachel Susen Trust, the Stephen Mark Trust, and the Miriam Zela Trust.
Rachel, Stephen and Miniam sre our three children, who are overrkling royalty
owners ot approximatsly 13,500 acres in the MeEimo Dome Unit.

Sincerely yours,

LEUM COMPANY

Ny

cc¥ Darren Nadel,

-



United States Department of the Interior

MINERALS MANAGEMENT SERVICE

Royaity Management Program
P.O. Box 25165

Denver, Colorado 80225-0165

IN REPLY REFER TO:

AD/PSO/TSO 98-068-1/11
Mail Stop 3062

Mr. Jack J. Grynberg Jud 18 =~
Grynberg Petroleum Company

5000 South Quebec, Suite 500

Denver, Colorado 80237-2707

Dear Mr. Grynberg:

This is to follow up our May 14, 1998, response to your February 9 Freedom of Information Act
(FOIA) request.

On February 20 you accepted an 8-page copy of an Order from Minerals Management Service to
Shell Services Company dated August 28, 1995,

Enclosure 1 contains 133 pages of documents from the administrative proceedings that are
responsive to your request. Since no settlement has been negotiated with Cortez Pipeline, we
have no records that are responsive to that portion of your request.

Certain information in these materials has been withheld under FOIA Exemption 4. We have
deleted specific details from contracts and settiements; certain prices, volumes, percentages,
rates, costs, allowances; and tariff reimbursement amounts. Because you agreed to this
withholding, we do not consider the deletions a partial denial under the FOIA.

Our policy, in keeping with the spirit of FOIA, is the prompt release of records to the greatest
extent possible. At the same time, we must protect the rights of individuals and the
administrative processes surrounding such rights. The FOIA regulations require us to withhoid
intormation protected under FOIA exemptions at 43 CFR § 2.13 (1996) when disclasure is
prohibited by statute or Executive Order, or if sound grounds exist to apply an exemption.

We have determined that the deleted materials contain commercial ang financial informatign and

are privileged and confidential. This information is being withheld pursuant to Exemption 4 of
FOIA, which exempts from disclosure ™. . . trade secrets and commercial or financial information
obtained from a person and privileged or confidential.” We have replaced the deleted information
with the marking "X-4."

In accordance with 43 CFR § 2.20(a}{1) {1997), we assess user fees to fulfill a FOIA request.
Personnei charges cover our costs to conduct document searches and to review, identify, and

delete privileged and confidential information. Other charges cover the direct costs of providing
the material. Standard charges are:

Professional support $18.60/hour Computer/mag tapes $25.00/each
Clerical support $ 9.20/hour CD-ROM $ 6.00/each
Photocopies $ .13/page 8 mm. tapes $10.00/each
Microfiche $ .08/page Computer Diskettes $ 1.25/each

Computer (CPU} time $35.00/minute ($25.00 minimum)

G



Mr. Jack J. Grynberg 2

Fees for overdue bills include a $35 administrative charge plus interest at the prevailing Treasury
rate.

Enclosure 2 is a bill for $222.83, the cost to fulfill your request.

If you have any questions, please contact Laurita Summerton at (303} 231-3628 or me at
(303) 231-3013.

Sincerely,
Original Signed By
Gregory. K. Kann

Gregory K. Kann
Freedom of
Information Act Officer

Enclosures

bce:  RM File {(705-16)

RM Chron/Lkwd

MMS FOIA Officer, MS 2200 (e.t.)

RMP FOIA Officer, MS 3082

PSO Chron, MS 3060

TS0 Chron, MS 30862

SICD FOIA Coordinator, MS 3660 (e.t.)

OE FOIA Coordinator, MS 3030 (e.t.)
LMS:RMP/AD/PSO/TSO:MS3062:LSummerton:06/12/98:231-3628:p:\FOIA98-068-1b.wp

Finalized:lpm:06/18/98



ENCLOSURE 1

TAX AUDIT AND COMPLIANCE DIVISION

Department of Revenue
999 18th Street, Suite 1025
North Tower
Denver, Colorado 80202
|Z Roy Romer
December 20, 1991 Gowernor
john |. Tipton
Executive Drrector
Shell Oil Company gt‘-:‘:g:‘u::
Jeannine Nieder SMT 2170B
P.O. Box 4655

Houston TX, 77210

Dear Ms. Nieder:

The Colorado Department of Revenue, in accordance with Section 205 of the Federal Qil
and Gas Royalty Management Act of 1982 (FOGRMA), has reviewed, subject to the
three scope limitations listed below, Shell Wesiem Exploration and Producing
Incorporated (SWEPI), Payor 49460, royalty payments for carbon dioxide (CO,)
produced from McElmo Dome unit Colorado Federal leases for the period of December
1, 1983 through September 30, 1989. The leases reviewed are antached as Exhibit A.

In the following three areas, the Department of Revenue review was limited, as stated
below:

1) The review utilized the revised Exhibit B McElmo Dome unit acreage of
202,629.86. The use of this acreage in the audit findings is
contingent upon final approval by the Bureau of Land Management.

2) The review utilized unconfirmed CO, prices supplied by Mobil for use in the
Chevron and Total Unit weighted average price calculations. The use of these
Mobil prices is contingent upon future audit confirmation.

3) Finally, for the time period March 1, 1988 through September 30, 1989 the
review utilized the Cortez pipeline tariff of $0.39: The use of this $0.39 Cortez
wariff is contingent upon the wansportation allowance appeal currently in the
MMS Royalty Valuations Standards Division.

This lener is intended to inform you of a preliminary royalty underpayment
determination resulting from our review,-and does not constitute a final action of
determination by the Colorado Department of Revenue or Minerals Management Service
(MMS). Its purpose is 10 give you an opportunity to provide additional documentation
that would refute our preliminary determination.

: —
__/—/_’,, WHERE EXCELLENCE ADDS UP j/

COLORADO DEPARTMENT OF REVENUE =




Enclosure 2

BILL FOR COLLECTION

Bill No. 98-3020-072

Payor:

RE: FOIA Request No. 98-068-1/11
Mr. Jack J. Grynberg

Grynberg Petroleum Company
5000 South Quebec, Suite 500
Denver, Colorado 80237-2707

Amount of Payment $

Fees charged under the Freedom of information Act:

Date Description Qty | Unit Price Amount
Cost Per

06/18 | Professional Support 10.5 $18.60/hr. 195 | 30
06/18 Clerical Support 1 $ 9.20/hr. (2] 20
06/18 Photocopies 141 $ 0.13/pg. 18 33

CPU Time $35.00/minute

$25.00/minimum

Tape/Cartridge* $25.00/es.

Less Credit for ($25.00)/ea.

ReturnedTape*

Due Date: 07/17/98

Note: A one-time $35.00 administrative charge, plus a .42 percent late charge of $.94
tor each 30-day period or portion thereof, will be assessed for overdue bills.

-+ *Magnetic tapes may be returned for a credit toward your next request.
However, we will not process a cash refund.

AMOUNT DUE THIS BILL $222| 83

APPROPRIATION NUMBER 142419.1



United States Department of the Interior

MINERALS MANAGEMENT SERVICE
Rojaicy Meunagmecns Bregram
2.0, Box 25165 A 28 195
Deaver, Colorado S6125-0163
INEEILY REFER TO:
MMS/SICD 6—-8-33 3~20005.546
MS 3660 Colorado

shell

Mr. Donald J. Vial %

Shell Sexrvices Company
P.O. Box 4772, Room 7207 WCK

Houston, Texas 77210-4772

Daar Mr. Vial:

The Colorado Department of Revenue (Stats), in accordance with
Section 205 of the Federal 0il and Gas Royalty Management Act of
1982 (FOGRMA), has reviewed Shell Western Exploration and
Producing Inc.'s (SWEPI), Payor Code 49460, royalty computations
for carbon dioxide (C0,) produced froam various Colorado rederal
leases located within the McElmo Dome Unit, for the period of
October 1, 1989, through September 30, 1992. The State has
spacifically reviewed the issue of tax reimburasments not
previously addressed in the demand letter dated September 27,
1995. Thae leases reviewed are identified on Enclogsure 2.

The State's reviev concludes that SWEPI is entitled to receive
severance tax reimbursesents on the contracts listed below. In
addition, SWEPI is entitled to ad valorem reimbursements
according to contract dated April 1, 1989, between X~

X- as operator of the Wasson ODC Unit, and Y — &

. jVge— o - - « The tax Yelmbursemants are due as a
result of the ssverance and ad valorem tax rates increasing above
the base period rate. The State details in Enclosurs 1, page 1,
that SWEPI was entitled to receive & total of X — < regarding
severance and ad valorem tax reimbursements wvhich should be
included in the calculation of the McElmo Dome welghted average
prices.

SWEPI was notified of thaese findings by issue letter dated May 3,
1996, and SWEPY raspondad by letter dated May 30, 1996. The
State reviewad the response and addressed it as follows:

I. Rayvalty on Eeverance Tax Reimbursemants

In response to tha subject issue stated below and in the issue
letter, SWEPLI does not tontest the preliiinary determinatien that




My. Donald J. Vvial 2

such tax reimbursesents should be included in the calculation of
the mﬁ“ Dome Unit weighted average prices upon which royalties
are paid.

Federal regulations and instructions from the Kinerals Managemsnt
Sexvice (MMS) establish the value used in calculating royalties
due from Federal leases. Title 30 CFR § 206.152(h) (1989)

states, in part:

. + » under no circumstances shall the value of
production for royalty purposes be less than the grou
ocesds accruing to the lessee for lease production

In addition, the MMS' position on tax raimbursemsnts has baen
upbeld in court in Hogvar & Bracken Rnsrgles v, O.S. Depariment

, 723 .24 1488 (10th Cir. 1983) cart, deniad, 469
U.S. 821 (1984).

SWEPI made deliveries under the following C0, purchase contracts
that contained tax reimbursement provisions:

The €O, purchase dontracts dated November 1%, 1984, and
November 19, 1987, betvean Shell Western BiP and <X — ‘4 , used
to value the third party deliveries to Msters 74221-50) and 502,

respectively, state, in part:

Buyer shall, subject to the conditicons hereoinaftor set
forth, pay Seller e o of any additional tax.
The terz “additional tax" shall msan any sales,
transaction, occupation, service, production,
severance, gathering, transmission, value-added or
sxcise tax, assessaent of fes levied, assessed or fixed
by governmental suthority and taxes of a similar nature
or sequivalant in effect (not including income, excess
profits, capital stock, franchise or general property
taxes) in respect of or applicadle to the carbon
dioxide delivered hersunder to Buyer in addition to or
greater than those, if any, being levied, assessed or
fixed on Octaober 1, 1984, and for wvhich Seller may be
liable, sithexr directly or indirectly, or through any
obligation to reimburse others.

The CO, purchase contract dated January 1, 1982, batwaeen Shall
0il-Company {as opearator of the Denver Unit) amd X —

Y ~+ , used to valus the delivery to the Denver Dnit,
Meter 74222-500A, states, in part:

Puyer shall, subject to the conditions hereinafter set
forth, pay Sellsr;, x — ¢ of apy additional tax.
Thae tern "additional tax" shall msan any sales,



Mr. Donald J. Vial 3

transaction, tion, service, production,
saverance, gnthetﬁg, transaission, value-added or
exXcise tax, assessmant of feea levied, assessed or fixed
by governmental authority and taxes of a similar nature
or equivalent in effect (not including income, esxcess
profits, capital stock, franchise or ganeral property
taxes) in respect of or applicable to the carbon
dioxide dalivered hersunder to Buyer in addition to or
¢reater than those, if any, being levied, assessed or
fixed on the dats of this Contract and for vhich Seller
may be liable, either directly or indirectly, or
through any obligation to reimburse othars.

The CO, purchase contract dated April 1, 1989, between X -~ and
¥ -4 used to value the In—kind dslivery to the Wasson ODC Unit,
Meter 74222-502A, states, in part:

Buyer agrees to reimburse Seller for (i) X — ¢

of any increased production or ssverance taxes or other
tnxuwhichuyhehﬁldatma 1, 1990, and wvhich
are required to be paid by Seller, le to Seller's
purchase of €0, delivered and/or deliverable hereunder,
(1) v - of any and all other nev Taxes,

legally imposed on, and reguired to be paid by Sellex
after January 1, 1990, by Federal, State, and/or Local
Government authorities on €0, delivered and/or
deliverable hereunder, and/or on the transportation,
storage, transfer, or sale of CO; hareunder . . .

The €O, purchase contract dated Novembar 17, 1984, betwean SWEPI
and —— ¥ - ¢ ——————— used to value the third party delivery

to the wWasson ODC Unit, Meter 74222-502B, states, in part:

Subject to the conditions hereinafter set forth, Buyer
shall pay to Seller  — </ of any additional tax.
The term “additional tax" shall mean any salass,
transaction, oocupation, service, production,
severance, gathering, tranmmission, value-added or
excise tax, assessaent of fee levied, assessad or fixed
by governmental suthority and taxes of a similar
natureor equivalent in effect (not including income,
excess profits, capital stock, franchise or general
property taxes) in respect of or applicable to the
Carbon Dioxide delivered hersunder to Buyer, in
addition to or ter than those, if any, being
levied, ass or fixed on March 1, 1984, and for
vhich Seller may be liable, eithear directly or
indirectly, or through any obligation to reimburse
others.

The CO; purchase contract dated March 1, 1989, betwean SWEPYI and
—_— XYy used to value the €hird party




Mr. Donald J. Vial 4

delivery to the Wasson ODC Unit, Neter 74222-502C, states, in
partt

Subject to the conditions hareinafter set forth, myar
1 pay to Beller X - 4 of any additional tax
The term “additional tax" shall mean ary sales,
transaction, tion, sexrvice, praduction,
severanca, qat!arg:q transaission, value-added or
excise tax, assaessment of fea levied, assessed or fixed
by governmental authority and taxes of a similar nature
or -qu:lvalm in effect (not including income, excess
profits, capital stock, franchise or general property
taxes) in respect of or applicable to the Carbon
Dioxide delivered hersunder to Buyer, in addition to or
greater than those, if any, being levied, assessed or
fived on February 1, 1989, and for which Seller may be
liable, either directly or indirectly, or through any
obligation to reimburge othars . . .

The C0; purchase contract dated July 12, 1985 betveen SWEPI and
X ~+4 yused to value the third t:rty delivery to the McElmo Creek
Unit, Meter 74236-FM2, statax, :

Buyer shall, subject to the conditions hereinafter set
forth, pay Seller X — < of any additional-tax.
The term "additional tax”™ shall mean any ules,
transaction, oocupation, sexvice,

saverance, gathering, transmission, valuc-addad or
excise tax, assesssant of foo levied, assessed or fixed
by goverpmental authority and taxes of a similar nature
or egquivalent in effect (not including income, axcess
profits, capital stock, franchise or gensral propcrl:y
taxes) in respect of or applicable to the carbon
dioxide delivered heresunder to Buyer in addition to or
greater than those, if any, being levied, assassed or
fixed on March 18, 198¢, and for which Seller may be
liable, either directly or indirectly, or through any
okligation to reimburse others.

Tbe CO, purchase contract dated April 1, 1992, between SWEPI and

4 ysed to value the dellveries t.o the Donarhj.de Field,

Meter 74222-507A, states, in part:

Subject to the conditions hereinafter set forth, Buyer
shall pay to Seller X - 4+ of any additional tax.
The term “"additional tax™ shall mean any sales,
transaction, tion, servioce, production.
severance, ¢atharing, trangmission, valus-added or
excise tax, usumnt of faa levied, assessed or fixed
by govarnmental and/or regulatory authority and taxes
of a similar nature or sguivalent in effect (not
including income, excess profits, capital stock,
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franchise or general property taxes) in respect of or
applicable to the Carbon Dioxide delivered hereunder to
Buyer in addition to or greater than those, if any,
being levied, asssssed or fixed on December 31, 1991,
and for which Seller may ultimately be liable . . .

The COp; purchase contract dated April 1, 1992, between SWEPI and
¥ — ¢ uged to valus the deliveries to t'hc Doﬁarh.id. rielq,

Meter 74222-5078, statas, in part:

Subject to the conditions hereinatter sat forth, Buyer shall
pay to Seller ——x  — & of any additional tax. The
term "additional tax” shall mean any sales, transaction,
occupation, service, production, severance, gathering,
transmission, value-added or axcisa tax, assessment of fee
levied, assessed or fixed by governmental and/or regulatory
authority and taxes ¢f a similar nature or equivalent in
affect (not including income, excess profits, capital stock,
franchise or general property taxes) in respect of or
applicable to the carbon Dioxide delivered hereunder to
Buyer, in adadition to or greater than those, if any, being
levied, assessed or fixed on December 31, 1991, and for
vhich Seller may ultimately be liable . . .

Finally, the CO, purchase contract dated March 1, 1988, batween
SWEPI (as operator} and ¥ - used to value the deliveriee to
the South Cross Field, Mater 74221-509A and S09B, states, in

part:

Subject to the conditions hereinafter set forth, Buyer
shall pay to Seller X o of any additional tax.
The term "additional tax™ shail mean any sales,
transaction, tion, service, production,
severance, gatmg:g, transaission, value-added or
excise tax, assessment of fee levied, assessed or fixea
by governmental authority and taves of a similar nature
or equivalent in effect (not including income, excass
profits, capital stock, franchise or general

taxes) in respect of or applicable to the Carbon
Dioxide delivered hersunder to Buyer, in addition to or
gresater than those, if any, being levied, assessed or
fixed on September 1, 1987, and for wvhich Seller may be
liakle, either directly or indirectly, or through any
obligution to reimburse others.

The Stats has concluded that SWEPI is sentitled to receivs
Severancs tax reisburmsaments on the contracts listed above. In
addition, SWEPI is entitled to ad valorem reimbursemnsnts
according to the contract dated April 1, 1989, between Xx—U and

Y —¢ The tax reimbursements are due as a result of the
severance and ad valorem taxX rates increasing above the dass
period ratas.
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IT. ¥Welghted Avarage Pricing for CQ.

SWEPI and the Stata disagres on ths valus of CC.. The State
nas reviewsd and adjusted thes subject calculations to
reflect SWEPI's computations with regards to €0, valuation.
The subject issue has been resolved.

In conclusion, SWEPI doss not disagres that tha tax
reinbursenents due under the cited contracts should be included
in the calculation of the wveighted average prices. Regarding the
value of €O, for royalty purposes, the State agrees with EWEPI's
computations; tharefore, no differences exist.

In order to bring royalty pa ts and proceduraes for the
Colorado Federal leases wi the NcElmo Dome Unit into

compliance with Federal regulations and leagse tarms for the
period October 1, 1989, through Septembar 30, 1992, SWEPI is
directed to:

(1) Recalculata ted aversage prices relating to SWEPI,
Chasvron, Ill'::ﬁl Share Iorki:g Interest Owners (total
unit price) with regards to the aforementioned tax
reimhursements,

(2) Rescalculate and report additjonal royalties using the
deternined weighted average prices in Itez J1.

wWithin 90 days from receipt of this order, £hell is alsoc directed
to remit all payments to MNS. Your payment should be tendered in
accordance with the regulations at 30 CFR § 218.51 (1995) and
accompanied by an a iately completed graan Porm MMS-2014
(forms enclosed) us adjustment reagson ocode 40. The graen
Form MMS-2014 must rellect finding control nusber x - + in block
3a "pPayor-Ascigned Document Number.* If you have any questions

the instructions for compieting the grean Fora MMS-
2014, pleass contact your Royalty Reporting and Payments Branch
representative at (303) 231-3872. Appropriate late payment
charges pursuant to 30 CFR § 218.202 (1995) will be computed and
billed to Shell upon receipt of payment of the additional
royalties due.

Copies of the adjusting Form(s) MMS-2014's and other supperting
schedules should be sant to:

Mr. P. David Looais
Colorado Departmant of Revenue
Mineral Audit Section
Suite 400
400 South Colorade Boulevard
Danver, Colorado 80222
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All documentation suppeorting your compliance with this order are
subject to audit, and therefore, should be retained by shell
until MMS completes its follow-up complianca testing. Shell
should continue to value production in accordance with
regulations and guidelines discussed in this order. If in the
future MMS determines that the royalty ts do not comply
with this order, the violation may be willful.

Section 109 of FOGRMA, promulgatsd in 30 CFR § 241.51 (1995),
authoriges MMS to assess civil penalties for failure or refusal
to comply with the requirements of FOGRMA or any statute,
regulation, rule, order, lease, or permit. Consegquently, your
fajilure to comply with the terms of this order may be considered
a viclation pursuant to 30 CFR § 241.51(a)(3) and could subject
you to pesnalties of up to $5,000 per vicolation per day for each
day the violation continues.

You have the right to appeal this order in accordance with the
provisions of 30 CPR Part 250 (1995). Any appeal taken will be
to the Director, MMS, and the notice of appeal must be filed
within 30 days from the date of receipt of this order at the
following address:

Mr. James R. Datlefs, Chief
State and Indian Compliance Division
Minerals Management Service
P.O0.Box 25165, Mail 8top 3660
Danver, Colorado 80225-016%

Any notice of appeal shall incorporate or provide by separate
letter written statement of reasons, as you deem adequate, to
justify reversal or modification of this directive. You have

S50 daye from receipt of this lettar to file any statement of
reagsons or written briefs to explain your appeal. Time
extensions for filing the statement of reasons must be in writing
and demonstrate good causa for the time extansion. Furtharmore,
the written reguest for the time extension must be provided to
the Division Chief at the address shown above for approval.

In accordance with the provisions of 30 CFR § 243.2 (1995),
compliance with this order will be suspended upon a timely
appeal, pending the ocutcome of the appeal.

If you have any questions concerning this matter, please call
Mr. Richard Pond of the Colorado Department of Revanue at



Mr. Donald J. Vial

(303) 355-0400, extansion 779 or Mr. Armand Southall of MMS at
(303) 275-7487.

Sincerely,

ORIGINAL SIGNED BY:
JAMES R. DETLEFS

Kr. James R. Datlaers
Chief, State and Indian Compliance
Division

3 Enclosures

bee: Chief, RCD
J. Twomey, State of California
W. Fleming, State of Montana
G. Staigle, State of North Dakota
J. Norman, State of New Msxico
DADC Chron
SICD Frille
SICD Chron
RM Chron 1xwd/DC (2)
LMS:DADC: SICD:MS3660:A50uthall : N8 /19/96:303~275-7487:6-8-33
Final;dvh:8/22/96



STATE OF COLORADO

TAX AUDIT AND COMPLIANCE DIVISION
Department of Revenue

999 18th Street, Suile 1025
North Tower

Denver, Colorado 80202

IZ Roy Romer
December 20, 1991 Carvernor
john |. Tiptor
Executive Direcior
Shell Oil Company Iohn Vecchiarel
Jeannine Nieder SMT 2170B
P.O. Box 4655

Houston TX, 77210

Dear Ms. Nieder:

The Colorado Department of Revenue, in accordance with Section 205 of the Federal Qil
and Gas Royalty Management Act of 1982 (FOGRMA), has reviewed, subject to the
three scope limitations listed below, Shell Western Exploration and Producing
Incorporated (SWEPI), Payor 49460, royalty payments for carbon dioxide (CO,)
produced from McElmo Dome unit Colorado Federal leases for the period of December
1, 1983 through September 30, 1989. The leases reviewed are attached as Exhibit A.

In the following three areas, the Department of Revenue review was limited, as stated
below:

1) The review utilized the revised Exhibit B McEImo Dome unit acreage of
202,629.86. The use of this acreage in the audit findings is
contingent upon final approval by the Bureau of LLand Management.

2) The review utilized unconfirmed CO, prices supplied by Mobil for use in the
Chevron and Total Unit weighted average price calculations. The use of these
Mobil prices is contingent upon future audit confirmation.

3) Finally, for the tme period March 1, 1988 through September 30, 1989 the
review utilized the Cortez pipeline tariff of $0.39. The use of this $0.39 Cortez
tariff is contingent upon the transportation allowance appeal currently in the
MMS Royalty Valuations Standards Division,

This letter is intended to inform you of a preliminary royalty underpayment
determination resulting from our review, and does not constitute a final action of
determination by the Colorado Department of Revenue or Minerals Management Service
(MMS). Its purpose is to give you an opportunity to provide additional documentation
that would refute our preliminary determination.

/—/
———— WHERE EXCELLENCE ADDS UP =

COLORADC DEPARTMENT OF REVENUE o
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Shell Oil Company
Jeannine Nieder
December 20, 1991

Our review indicates that, during the audit period, SWEPI underpaid royalties due the
MMS by $897,892.00. It appears that SWEPI underpaid royalties as a result of these

issues:

ISSUE AMOUNT

CO, Price Valuation Issues
Contract Pricing & Transportation Deduction  $ 827,677.46

Royalty on Severance Tax Reimbursements $ 70.214.54

897,892.00

Each of these issues will be discussed in detail.

CQ, Price Valuation Issues

Federal reguladons and instructions from MMS establish the value used in calculating
royaltes and also allow the Secretary of the Department of the Interior 1atwude in
setting guidelines for allowing transportation deductions. Title 30 of the Code of
Federal Regulations (CFR) Section 206.103 (1986), entitled "Value basis for
computing royalties.”, states in part:

The value of production, for the purpose of computing royalty,

shall be the estimated reasonable value of the product as

determined by the Associate Director due consideration being

given to the highest price paid for a part or for a majority

of production of like quality in the same field, to the price received by the
lessee, to posted prices and to other relevant matters.
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Furthermore, the new regulations effective March 1, 1988, Tide 30 CFR Section
206.152(c)(1) (1989), provides guidelines for valuing gas sold pursuant to a non arms-
length contract. The first benchmark for determining reasonable value states:

The gross proceeds accruing to the lessee pursuant to a sale under its
non-arms-length contract (or other disposition other than by an arm’s-
length contract), provided that those gross proceeds are equivalent to
the gross proceeds derived from, or paid under, comparable arm’s-
length contracts for purchases, sales, or other dispositions of like-
quality gas in the same field (or, if necessary to obtain a reasonabie
sample, from the same area). In evaluating the comparability of arm’s-
length contracts for the purposes of these regulations, the following
factors shall be considered: price, time of execution, duration, market
or markets served, terms, quality of gas, volume, and such other factors
as may be appropriate to reflect the value of the gas.

In addition, the MMS Royalty Valuations Standards Division (RVSD) has established
policy for valuing In-kind CO, deliveries. For In-kind deliveries the MMS has
determined that the applicable royalty value should be the delivery point, unit
operators, principal CO, purchase contract price less actual cost of transportation
(Limited to 50% of the products unit value).

The authority of the Secretary (or the Secretary’s designated delegate) to determine
the reasonable value of gas is reinforced in the Notice to Lessees No.1 (NTL-1),
Secton I1I., relating to gas and associated liquids, which states in part:
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shge,o 1
be egtabgghed by the §umsor Such value wﬂl be based on the

Supervisor’s estimated reasonable value of both the natural gas and its
entrzined liquid hydrocarbons with due consideration being given to the
highest price paid for a part or a majority of like quality production in
the same field or area, to the price(s) received by the operator, to the
Bt conteat of the gas, and to other relevant matters. Under no
circumstances will the royalty value be computed on less than the gross
proceeds accruing to the operator from the sale of such leasehold
production. Gross proceeds include, but are not limited to, tax
reimbursement and payments to the operator for gathering, measuring,
compressing, dehydrating, or performing other services necessary to
market the production. Likewise, no deduction will be allowed for the
cost which an operator occurs by reason of placing the gas in a
marketable condition as an operator obligated to do so at no cost 10 the
lessor.....(Emphasis added)

Section III. of NTL-1 also shows that the NTL is intended to apply to
sales of carbon dioxide gas by stating in part:

...Non-hydrogen byproducts such as sulfur and carbon dioxids which
are extracted for sale must also be reported in the same manner on the
monthly Form 9-361....

The broad authority possessed by the Secretary to determine the appropriate method
of calculating allowed transportation allowances has been noted by the Interior Board
of Land Appeals. In Shell Oil Company, 52 IBLA 15 (Decided January 15, 1981) 88
LD. 1, the IBLA stated, in part, that:

...The Secretary of the Interior has discretionary authority to determine
the factors to be considered in computing transportation allowances for
royalty valuation purposes....

The Conservation Division Manual (CDM), a procedural guide of the U.S. Geological
Survey (USGS), predecessor agency to MMS, addresses transportation allowance
guidelines. The CDM Section 647.5.3E (1974) addresses the maximum allowable
transportation allowance and states in part that:
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..However, when the transportation cost is greater than 25 percent of

the fair market value at the nearest competitive sales terminal, the
Supervisor must conduct a compiete review prior to approval of such

rates. Under no circumstances should transportation costs exceed 50
ent of th uct's fair market v; the pearest competitive
sales point...

Finally, the new regulations effective March 1, 1988, Title 30 CFR Section
206.156(c)(1) (1989), entitled "Transportation Allowances-General”, states in part:

...For unprocessed gas valued in accordance with section 206.152 of
this subpart, the transportation allowance deduction on the basis of a
selling arrangement shall not exceed 50 percent of the value of the
unprocessed gas...

SWEPI has incorrectly calculated its SWEPI, Chevron, and Total Unit weighted
average prices, for the periods January 1984 through September 1989. This has
resulted, because of four contract pricing errors (four separate deliveries) and
exceeding the transportation deduction limitation of 50 percent of unit value (10
separate deliveries). The contract pricing and transportation issues will be elaborated
upon below:

Denver Unit In-kind Delivery Meter 74222-500B

The Colorado Department of Revenue has determined that the applicable price for this
delivery should be the contract dated January 1, 1982, between, ¥ —4f
X ~ & (This contract was determined to be Arms-length

by MMS RVSD). This contract is considered to be the unit operators principal CO,
purchase conrract as it accounts for approximately 60 percent of the total CO,

delivered to the Denver unit.
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Wasson ODC In-kind Delivery Meter 74222-502A

The Colorado Department of Revenue has determined that the applicable price for this
dehvcry should be the contract dated November 1, 1984, between X~

————— %-4 and the seller X -4 (This contract was determined to be Arms-
length by MMS RVSD). This contract is considered to be the unit operators principal
CQO, purchase contract, as it accounts for approximately 63 percent of the total unit's
CO, requirement.

South Wasson Cl -kind Deliv 74222-

SWEPFI has erred by not properly including the correct tariff reimbursement pricing
terms. The contract for valuing this delivery is dated June 30, 1986, between X~
X - 4 The price terms addressing the transportation
reimbursement, state in part:

Buyer agrees to reimburse Seller for a transportation charge, F.O.B,
Denver City, Texas as set out below: Tariff reimbursement of § ¥ -
(1986), $%-4 (1987), $ X+ (1988) and $X ¢ (1989)

SWEPI improperly utilized & transportation reimbursement of $0.39, the amount of
the Cortez tariff.

McElmo Creek Third Party Meter 74236-FEM2

The applicable contract for valuing this delivery is the contract dated July 12, 1985,
berween X — 4 SWEP] has erred as a result of not
properly converting the price to the contract stated pressure base of 14.73 PSIA,

Transportation Deduction Limitation

SWEPI has incorrectly taken a transportation deduction, exceeding 50 percent of the
products unit value, on ten scparate deliveries. As previously mentioned, the CDM.
Section 647.5.3E., and the Code of Federal Regulations 30 CFR Section
206.156(c)(1), state that under no circumstances should the wransportation cost exceed
50 percent of the products fair market value.
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These price valuation issues all affect the calculation of the SWEP!, Chevron and
Total Unit weighted average prices and have resulted in SWEPI underpaying royaltes
by $827,677.46. SEE Exhibit B Schedules

Rovyalty on_Severance Tax Reimbursements

Federal regulation and instructions from the MMS establish the value to be used in
calculating royalties due from Federal leases. 30 CFR 206.103 (1986) and the new
regulations 30 CFR 206.152(h) (1989) effective March 1,1988, states in part that

royalty is due on the "...gross proceeds accruing to the lessee...".
Section 3 of the Notice to Lessees and Operators No.1 (NTL-1) states in part:

"Under no circumstances will the royalty value be computed on less
than the gross proceeds accruing to the operator from the sale of such
leasehold production. Gross proceeds include, but are not iimited to,
tax reimbursement and payment to the operator for gathering,
measuring, compressing, dehydrating, or performing other services
necessary to market the production. (Emphasis added.)"

In addition, the MMS position on tax reimbursements has been upheld in court in
Hoover & Bracken Energies v. United States Department of the Interior, et al, 723

F.2d 1488 (1983).

Furthermore, the CO2 purchase contracts used to value the deliveries to meters
74221-501 and 502, dated November 14, 1984 and November 19,
1987, between X -4 respectively state in part:
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Buyer shall, subject to the conditions hereinafter set forth, pay Seller

L -4  of any additional tax. The term "additional tax" shall
mean any sales, transaction, occupation, service, production, severance,
gathering, transmission, value-added or excise tax, assessment of fee
levied, assessed or fixed by governmental authority and taxes of a
similar nature or equivalent in effect (not including income, excess
profits, capital stock, franchise or general property taxes) in respect of
or applicable to the carbon dioxide delivered hereunder to Buyer in
addition to or greater than those, if any, being levied, assessed or fixed
on October 1, 1984, and for which Seller may be liable, either directly
or indirectly, or through any obligation to reimburse others.

The CO, purchase contract, used to value the delivery to the Denver unit, Meter
74222-500A, dated January 1, 1982, between — X — 4+ — states in part:

Buyer shall, subject to the conditions hereinafter set forth, pay Seller
¥ ~# of any additional tax. The term "additional tax" shall mean
any sales, transaction, occupation, service, production, severance,
gathering, transmission, value-added or excise tax, assessment of fec
levied, assessed or fixed by governmental authority and taxes of a
similar nature or equivalent in effect (not including incorne, excess
profits, capital stock, franchise or general property taxes) in respect of
or applicable to the carbon dioxide delivered hercunder to Buyer in
addition to or greater than those, if any, being levied, assessed or fixed
on the date of this contract and for which Seller may be liable, either
directly or indirectly, or through any obligation to reimburse others.

The CO, purchase contract, used to value the In-kind delivery to the Wasson ODC
unit, Meter 74222-502A, dated November 1, 1984, between X -4 and x- <+ states

in part:
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Buyer agrees to reimburse Seller for (i) any increased production or
severance taxes or other taxes which may be imposed after January 1,
1983, and which are required to be paid by Seller, applicable to
Seller’s purchase of CO, delivered and/or deliverable hereunder, (ii)
any and all other new taxes, legally imposed on, and required to be
paid by Seller after June 1, 1984, by Federal, State, and/or Local
Government authorities on CQ, delivered and/or deliverable hereunder,
and/or on the transportation, storage, transfer, or sale of CO; hereunder.

The CO, purchase contract, used to value the third party delivery to the Wasson ODC
unit, Meter 74222-502B, dated November 17, 1984, between X~—4f and X-«f
— X ~4 — states in part:

Subject to the conditions hereinafter set forth, pay Seller X — «¢ of
any additional tax. The term "additional tax” shall mean any sales,
transaction, occupation, service, production, severance, gathering,
transmission, value-added or excise tax, assessment of fee levied,
assessed or fixed by governmental authority and taxes of a similar
nature or equivalent in effect (not including income, excess profits,
capital stock, franchise or general property taxes) in respect of or
applicable to the carbon dioxide delivered hereunder to Buyer in
addition to or greater than those, if any, being levied, assessed or fixed
on March 1, 1984, and for which Seller may be liable, either directly
or indirectly, or through any obligation to reimburse others.

The CO, purchase contract, used to value the third party delivery to the McElmo
Creek unit, Meter 74236-FM2, dated July 12, 1985, between X — 4 and X- 4 states

in part:
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Buyer shall, subject to the conditions hereinafter set forth, pay Seller

X— 4 of any additional tax. The term "additional tax" shall
mean any sales, transaction, occupation, service, production, severance,
gathering, transmission, value-added or excise tax, assessment of fee
levied, assessed or fixed by governmental authority and taxes of a
similar nature or equivalent in effect (not including income, excess
profits, capital stock, franchise or general property taxes) in respect of
or applicable to the carbon dioxide delivered hereunder to Buyer in
addition to or greater than those, if any, being levied, assessed or fixed
on March 15, 1984, and for which Selier may be liable, either directly
or indirectly, or through any obligation to reimburse others.

Finally, the CO, purchase contract, used to value the deliveries to the South Cross
Field, Meter 74221-509A and 509B, dated March 1, 1988, between X — &

X ~4 states in part:

Subject to the conditions hereinafter set forth, pay Seller X ~+# of
any additional tax. The term “additional tax" shall mean any sales,
transaction, occupation, service, production, severance, gathering,
transmission, value-added or excise tax, assessment of fee levied,
assessed or fixed by governmental authority and taxes of a similar
nature or equivalent in effect (not including income, excess profits,
capital stock, franchise or general property taxes) in respect of or
applicable to the Carbon Dioxide delivered hereunder to Buyer in
addition to or greater than those, if any, being levied, assessed or fixed
on September 1, 1987, and for which Seller may be liable, either
directly or indirectly, or through any obligation to reimburse others.

The State has determined that SWEPI is entitled to receive Severance tax
reimbursements on the contracts listed above. This is a result of the Severance taxes
on the McElmo Dome unit production increasing above and beyond the base period

tax. Therefore, SWEPI has underpaid royalties by $70,214.54 as a result of not
including Severance tax reimbursements in their royalty calculations. SEE Exhibit C

Schedules
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Shell Western Exploration is requested to review the factual information outlined in
this letter and in the enclosed exhibits and schedules. You are requested to advise this
office no later than January 21, 1992 of your concurrence or the specified reason(s)
for your disagreement with the findings outlined in the schedules. Any
correspondence should be addressed to:

Mr. F. David Loomis, Manager
Mineral Audit Section
Colorado Department of Revenue
999 Eighteenth Street
Suite 1025, North Tower
Denver, Colorado 80202
Telephone: 303-294-5110

If you desire to voluntarily comply with the contents of this issue letter, your
adjustments must be accompanied by a green Form MMS-2014 (copics attached).
Instructons for completing this form are also attached. If you have any questions
concerning this letter or audit schedules, please contact Michael Santos at (303) 294-
5128.

Sincerely,
MINERAL AUDIT SECTION

F. David Loomis
Manager

FDL:MS:sc
enclosures:

cc: Shell Audit File
Issue Letter File
Correspondeace File
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United States Department of the Interior S —
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ROYALTY MANAGEMENT PROGRAM
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Memorandum
To: Chief, Diviston of Appeals

Ongna! Signed By

Through: Chief, Royalty Compliance Division  JESSE EDWARDS for

From: Chief, Office of State and Tribal Program Supme”g{na' Signed

Vi
Subject: Request for Docket on Notice of Appeal by Shell 5?% ELA%@J§”€X
FBIL 22924004, Colorado Department of Revenue

Attached are Shell 011 Company's (Shell) Notice of Appeal and Statement of
Reasons on Appeal dated August 25, 1992. Shell is appealing an order issued
by Minerals Management Service on July 22, 1992. This Notice represents all
arguments put forth by Shell. We request that a docket number be assigned.

The audit was performed by the Colorado Department of Revenue (State) in
accordance with Section 205 of the Federal 0il and Gas Royalty Management Act
of 1982. Written response to the Notice of Appeal has been requested from the
State as required by contract. Our office will transmit the appropriate field
report after we receive the required input from the State. If you need
further information, please call Patrick Milano at (303) 969-6659.

Attachment

bee: F.D.Loomis, State of Colorafo

RCD Chron

RCD/STP File

RCD/STP Chron
RCD:0STPS:MS3601:PMilano:dvh:8/26/92:FTS321-6659:5TP;2-8-96
Final:dvh:8/27/92
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United States Department of the Interior Maaee—

— 1
MINERALS MANAGEMENT SERVICE an— 8
ROYALTY MANAGEMENT PROGRAM
P.O. BGX 25165

IN REPLY DENVER, CCLORADO BO225

REFER TO
MMS/RCD/0STPS 2-8-95 2-05133.000
MS 3601

A 217 1092

CERTIFIED MAIL -- RECE'VED
RETURN RECEIPT REQUESTED

Mr. F. David Loomis AUG 3 1 1992
Colorado Department of Revenue . )

Mineral Audit Section LULine 33 TEPT OF REYSNUE
999 18th Street i «ERAL AUSHY

Suite, 1025, North Tower
Denver, Colorado 80202

Dear Mr. Loomis:

Enclosed are Shell 0il Company's final documents supporting its appeal from an
order issued by Minerals Management Service on July 22, 1992. Please review
these documents which concern FBIL 22924004, and provide the Office of State
and Tribal Program Support with your written report concerning the substance
of the appellant's arguments.

If you should have any gquestions about this matter, please call
Mr. Patrick Milano at {303) 969-65659.

Sincerely,

Dagvtéjd (4'. %iﬁef

Office of State and Tribal
Program Support

Enclosure
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200 Nortn Dairy Ashiorg
Houston TX 27079

August 25, 1992 PO Box 576
Houston. TX 77001-0576

EXPRESS MAIL

Mr. David S. Guzy, Chief

Office of State and Tribal Program Support
Royalty Compliance Division

Minerals Management Service

P. O. Box 25165, Mail Stop 3601

Denver, Colorado 80225-0165

SUBJECT: MMS/RCD/OSTPS 2-4-87
NOTICE OF APPEAL
AUDIT OF FEDERAL LEASES
MC ELMO DOME UNIT
DOLORES AND MONTEZUMA COUNTIES, COLORADO

Dear Mr. Guzy:

Shell Oil Company ("Shell”), on behalf of its subsidiary Shell Western E&P Inc. ("SWEPI"),
hereby timety files its Notice of Appeal with respect to the letter of the Minerals Management
Service ("MMS") dated July 22, 1992, and received by Shell on July 27, 1992, directing SWEP!
10 pay additional royaities for the subject federal Jeases in the amount of $908,631.35 for the
period December 1, 1983 through September 30, 1989 ("the audit period”).

INTRODUCTION

This Notice of Appeal sets forth SWEPI's objections to the findings of the MMS with respect
to underpayment of royalty at the Denver Unit In-Kind Delivery Meter 74222-500B. In addition,
SWEPI sets forth its objections as to royaity underpayments prior to July 22, 1986 as being
precluded by the applicable statute of limitations.

SWEPI does not dispute the MMS” findings of royalty underpayments with respect to the Wasson
ODC In-Kind Delivery Meter 74222-502A, the South Wasson Clearfork In-Kind Delivery Meter
74222-509, the McEimo Creek Third Party Meter 74236-FM2, the royalty on severance tax
reimbursements, and the trapsportation deductios limitations. However, with respect to the
transportation deduction limitation, SWEPI has filed a Request For Exception Relief dated
March 31, 1992 requesting retroactive relief to March 1, 1988. Therefore, SWEPI's
concurrence with the MMS® findings is subject to its pending Request for Exception Relief.
SWEPI has elected to post a letter of credit in the amount of $1,638,000 by the invoice due date
in order to suspend its compliance with the MMS’ order pending this appeal. The data set forth

AW .wy
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in Attachment No. 5 is confidential proprietary data and should not be released by the MMS to
third parties.

STATEMENT OF REASONS SUPPORTING NOTICE OF APPEAL

1. ‘The July 1, 1986 contract for the sale of CO; by X 4 to the Denver Unit is an arm's
length contract negotiated four years after the initial sale of CO, to the Denver Unit. Because
of declining CO, prices between 1982 and 1986, the 1986 contract is the arm’s length contract
to be taken into consideration for purposes of valuing in-kind deliveries of CQ, by X~ <« from
Denver Unit In-Kind Delivery Meter 74222-500B.

2. A portion of the December 1, 1983 through September 30, 1989 audit period is beyond
the applicable statute of limitations (28 U.S.C. § 2415(a)).

ARGUMENT
1. DENVER UNIT IN-KIND DELIVERY METER 74222-5008

SWEDPI has entered into two separate contracts to supply McEIlmo Dome Unit CO, to the Denver
Unit in Texas. The first of these contracts is dated Januvary 1, 1982 and provided that ¥ —4
would provide X —<f MCF/d to the Denver Unit at an initial cost of $ X~4per MCF on
January 1, 1982 (subject to crude oil adjustment provisions), and transportation costs pursuant
to the Cortez Pipeline tariff. The January 1, 1982 contract also provided a take-or-pay clause
applicable to X ~ ¢ MCF/day of the contract volume. By letter dated September 10, 1984,
the MMS determined that the January 1, 1982 contract was acceptable to the MMS for
establishing 2 value for royalty purposes (Attachment No. 1). Deliveries of CO, under the
January 1, 1982 contract commenced in April 1984.

In November 1985, Conoco, the second largest working interest owner in the Denver Unit,
requested SWEPI, as operator of the Denver Unit, to renegotiate the January 1, 1982 contract
to permit the Denver Unit working interest owners to obtain @ more competitive price for CO,
than then existed under the January 1, 1982 contract. During the period between 1982 and 1986
both oil and gas prices had declined dramatically. As a result of the declining oil prices, the
demand for CO, to use in tertiary recovery projects had also declined substantially. On January
23, 1986, SWEPI balloted the Denver Unit working interest owners concerning this matter
(Attachment No. 2). The Denver Unit working interest owners directed SWEPI to limit CO,
purchases under the January 1, 1982 contract to the take-or-pay volume ( X —4{ MCF/day) and
to negotiate a new sales contract and/or supply in-kind contracts for the required CO, in excess
of the take-or-pay volume. A bid letter dated March 31, 1986 was developed by Conoco and
Texaco, on behalf of the Denver Unit, and was sent by SWEPI, as operator, to potential CO,
suppliers (Mobil, ARCO, Exxon, Amoco, and SWEPI) (Attachment No. 3), Only X~« and

¥ ~ ¢ submitted bids to supply the needs of the Denver Unit. By letter dated June 1, 1986,
Conoco and Texaco, acting as administrators of the Denver Unit CO; supply proposal,
recommended that negotiations should be conducted with respect to x4 offer of May 9,
1986 (Attachment No. 4). Such negotiations resulted in the July 1, 1986 contract between

T2V vy
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Y — ¢ and the Denver Unit. This contract is the second of the two contracts under which
X — # supplies CO, to the Denver Unit. As one might expect, the July 1, 1986 contract
provides for a lower price for CO, than does the Janvary 1, 1982 contract.

SWEPI's share of the gas purchased by the Denver Unit under the July 1, 1986 contract is
supplied pursuant to an In-Kind Delivery contract and is valued at the price of CO, under the
July 1, 1986 contract. The MMS coutends that the applicable price for CO, delivered-in-kind
by SWEPI shouid be based on the price in the January 1, 1982 contract. The basis for such
contention is that the January 1, 1982 contract (1) is accepted by the MMS as an arm’s length
contract, (2) is considered to be the unit operator’s principal contract since it accounts for
approximately 60 percent of the total CO, purchased by the Denver Unit, and (3) has the highest
price. The MMS contends that the July 1, 1986 contract is not an arm’s length contract, and
covers less than 20 percent of the CO, purchased by the Denver Unit. In addition, the MMS
contends that the July 1, 1986 contract was executed after the date of the CO, in-kind contract

being valued.

The procedures for negotiating the July 1, 1986 contract were virtually identical to the
procedures followed in negotiating the January 1, 1982 conwract, which the MMS has accepted
for purposes of establishing royalty value. In each instance W — A4
¥ — 4  found itself in a situation of selling CO, to the Denver Unit, of which Y-— <#

X 4 for the Denver Unit and having the other major working interest owners
negotiate an arm'’s length coatract with —— % — 24 This

procedure was found acceptable with respect to the January 1, 1982 contract and we have no
doubts that bad the July t, 1986 contract also been submitted for acceptance by the MMS, the
same result would have occurred. The July 1, 1986 contract contains a price negotiated between
X~ as seller, and the remaining working interest owners, as buyers. Obviously, it would
have been to - +/ advantage to maintain the January 1, 1982 contract price in effect for all
CO, purchased by the Denver Unit, but, in fact, it was required to renegotiate a lower price for
all volumes not subject to take-or-pay in the January 1, 1982 contract. The result is an arm's
length contract.

The federal regulations provide procedures for valuing CO, under arm's length contracts. Prior
to March 1, 1988, the value of the CO, was the estimated reasonable value, due consideration
being given to the highest price paid for a part or for a majority of production of like quality in
the same field, to the price received by the lessee, to posted prices, and to other reievant matters.
In the absence of good reason 10 the contrary, value computed on the basis of highest price per
MCF paid or offered at the time of production for the major portion of like quality CO, will be
considered to be a reasonable value. (30 CFR § 206.103 (1985)).

Subsequent to March 1, 1988, the value of CO, which is sold pursuant to arm’s length contracts
is the gross proceeds accruing to the lessee. (30 CFR § 206.152(b)(1)(i)(1988)).

It is SWEPI's contention that its in-kind deliveries of CO, to the Denver Unit to satisfy its share
of CO, purchase obligations under the July 1, 1986 contract should be valued in accordance with
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such contract. Just as it would be improper for SWEPI to value gll of its share of CO, deliveries
to the Denver Unit at the July 1, 1986 contract price, it is also improper for the MMS to value
al] of SWEPI’s in-kind deliveries at the January |, 1982 contract price.

The MMS’ insistence on valuing SWEPI's in-kind deliveries of CO, based on the January |,
1982 contract ignores the decline in CO, prices from 1982 o 1986. However, Congress
addressed this concern in the Notice to Lessees Numbered 5 Gas Royalty Act of 1987, P. L.
100-234, 101 Stat. 1719 (1988) ("NTL-5 Act”). The NTL-5 Act modified Section 11.A.2 of
NTL-5, which was applicable to the sales of CO, from the McElmo Dome Unit to the Denver
Unit, by providing that the standard of basing valuation on the majority price for a field would
not be followed if there was good reason to the Contrary to not do so. The following colloquy
between Senators Melcher, Johnston, and McClure during the debate on the NTL-5 Act made
it clear that dramatically dropping CO, prices during the 1982-1986 period constituted good
reason to the confrary:

The legislation [NTL-5 Act] provides, as do the regulations in Title 30, Code of
Federal Regulations, that absent good reason to the contrary, the highest price
paid for 2 major portion of the production from a field or area is a reasonable
value. Itis my understanding that during the period covered by this [NTL-S Act],

gas prices were falling and many sellers were forced to accept lower prices, often

Lhe result of so-called market-out clauses. Am_[__cmm_ﬂm_ms_nmk:;

Mr. JOHNSTON. That is my understanding.

Mr. MCCLURE. | would also answer that question
affirmadvely.

133 Cong. Rec. 518631 (December 21, 1987). (Emphasis added).

In most cases, and as was the case here, an arm’s length contract will establish value. SWEP]
contends that because of the declining market for CO, during the 1982-1986 period, the MMS
should have accepted the July I, 1986 contract as representing the value of CQ, at such time the
contract was entered into.

The MMS also argues that the July 1, 1986 contract (Delivery Meter 74222-500C) covers less
than 20 percent of the CO, requirements of the Degver Unit. Although this is correct, it should
be irrelevant in the determination of which CO, contract to use for determination of the value
of SWEPI's in-kind deliveries. The July 1, 1986 contract was limited in volumes only because
of the take-or-pay obligation applicable to X — % MCF/day under the January 1, 1982 contract
(Delivery Meter 74222-500A). Unless the requirement for CO, at the Denver Unit grows, the
total deliveries under the July 1, 1986 contract together with the in-kind deliveries are limited

I ey
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to a maximum of approximately 40 percent of the Denver Unit requirements. Valuation based
strictly upon the fact that one particular contract provides the major portion of production does
not adhere to the guidance of Congress under the NTL-5 Act. Market circumstances are clearly
a good reason to avoid relying blindly on the major portion contract, and to base valuation on
a more contemporaneously executed contract reflecting the changed market circumstances.

The MMS also contends that during the audit period there were no arm's length contracts
covering sales to the Denver Unit (other than the x —«¢ March 1, 1983 contract, which was
really a sale to SWEPI for one-third of the volumes to be delivered under the January [, 1982
contract) on which it could value the in-kind deliveries by SWEPI. The MMS apparently fails
to realize that a CO, sales contract with a particular unit for tertiary recovery generally is for the
unit’s total requirements of CO, during the tertiary recovery project. Only one such contract is
usually required. SWEP! contends that the MMS should direct its attention not to the purchasing
unit, but should look at arm’s length sales of CQ, from the source field to other purchasers in
order to compare arm'’s length contracts for CO, during the relevant time period.

Attachment No. 5 reveals the arm’s length sales of CQ, from the McEimo Dome Unit by SWEPI
during the period between the January 1, 1982 Denver Unit contract and the July 1, 1986 Denver
Unit contract. This Attachment clearly reveals the decline in CO, prices that occurred during
this period. A comparison of these arm’s length contract prices supports SWEPI's contention
that there was good reason to the contrary for the MMS to abandon its highest price for a major
portion standard and for the MMS to accept the July [, 1986 contract price as the value of
SWEP!'s in-kind deliveries.

Finally, the MMS contends that the July 1, 1986 contract for the Denver Unit was executed after
the date of the in-kind delivery contract that is being valued. The in-kind delivery contract was
dated March 1, 1986. Although it did precede the July I, 1986 contract, it was clearly
associated with the efforts of the Denver Unit working interest owners to negotiate a new sales
contract for the volumes of CO, required in excess of the January 1, 1982 contract take-or-pay
volumes. The volumes of CO; delivered under both the March 1, 1986 contract and the July 1,
1986 contract, together with certain in-kind deliveries by other Denver Uait working interest
owners valued at the July 1, 1986 price, constitute the total CO, requirements of the Denver Uait
in excess of the January 1, 1982 contract. Valuation of the March 1, 1986 in-kind delivery
contract should be measured by the terms of the July 1, 1986 contract.

2.  STATUTE OF LIMITATIONS

Section 2415(a) of Title 28 of the United States Code governs the time for commencing actions
brought by the United States or agency thereof which are founded upon contract. This general
statute of limitations provides in pertinent part as follows:

Subject to the provisions of section 2416 of this title, and except as otherwise
provided by Congress, every action for money damages brought by the United
States or an officer or agency thereof which is founded upon any contract express
or implied in law or fact, shall be barred unless the complaint is filed within six
years after the right of action accrues or within one year after final decisions have
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been rendered in applicable administrative proceedings required by contract or by
law, whichever is later .

The MMS and its predecessor, the United States Geological Survey, have previously interpreted
its audit powers consistent with the six year statute of limitations contained in 28 U.S.C. §
2415(a). The internal guidelines and procedures for audits contained in the USGS Conservation
Division Manual recognized that audits must be conducted on all leases within six years because
of the six year statute of limitations in 28 U.S.C. § 2415(a). See Release No. 30 dated March 7,
1977 and Release No. 57 dated October 26, 1979,

In Foote Mineral Company, GAS-5-Mining, dated September 17, 1976, the Acting Director
of the USGS beld that the practical effect of the six year statute of limitations, 28 U.S.C. §
2415(a)(1970), is to preclude the Survey from billing appellant for royalties which accrued more
than six years prior to the date of the letter notifying Foote that his royalty calculations were in
error. On appeal, the Interior Board of Land Appeals ("IBLA"), although acknowledging that
28 U.S.C. § 2415(a) (1970) was applicable to an action to pursue remedies, held that such

limitations period was not applicable to administrative proceedings to determine undcrlymg
obligations for royalty. 34 IBLA 285, dated April 17, 1978. However, the IBLA decision in

Foote Mineral Co., supra, was reversed by the United States Court of Claims in Foote
Mineral Co. v. The United States, 654 F.2d 81 (1981). This case was an action by Foote to
recover royalties paid to the United States Geological Survey from 1966 to 1974 on sodium and
potassium pursuant to federal leases issued to Foote. In 1974, the USGS claimed additional
royalties were due. At that ime, Foote determnined that lithium, the mineral actually being
produced from the property, was not subject to payment of royalties. The court held the sodium
and potassium leases were invalid and Foote was entitled to recover the royalties previously paid
to the USGS. Interestingly, the court noted that “the [USGS'] answer asserts that the statute of
limitations bars any recovery for royalties paid prior to January 8, 1972. The parties have not
yet addressed this issue and may do so or remand. We express no opinion on this matter.” Id.
at 88. Thus, the Secretary continues to acknowledge and attempt to utilize the six year statute
of iimitations as a bar to recovery of royalty payments.

In Coastal Oil and Gas Corp., MMS-87-0015-O&G dated March 25, 1987, the MMS Assistant
Director for Program Review cited 28 U.S.C. § 2415(a) as providing the MMS six years to file
a right of action for late payment charges. The MMS decision stated that it is the policy of the
U.S. Government to assess a late payment charge on all debits not received by the due date. The
decision points out that the due date of royalty payments, the last day of the month next
following the month of production, is well settled. Thus, this decision of the MMS recognizes
that its right of action accrues on the royalty due date. This same holding was made by the court
in Phillips Petroleum Co. v. Manuel Lujan, Secretary of the Department of the Interior,

et al., (N.D. Okla. October 18, 1989, W.L. 239616); reversed on other grounds and remanded,
951 F.2d 257 (10th Cir. 1991).

In Phillips, supra, the court held that the six year statute of limitations set forth in 28 U.S.C.
Section 2415(a) is applicable to claims for royaity pursuant to an oil and gas lease between the
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federal government as lessor, and a lessee. The court also held that the six year statute of
limitations begins to run when the royalty was due or paid.

There is no express statute of limitations applicable to claims by the MMS for additional royalty
from Federal leases. In fact, Congress must have had in mind the general statute of limitations
with respect to claims for money damages arising out of coatract when it enacted the Federal Oil
and Gas Royalty Management Act ("FOGRMA"), 30 U.S.C. § 1701, et seq. (1982). The
limitations period in FOGRMA for maintaining records for royalty audit by the MMS is
consistent with the six year limitations period in the general statute.

FOGRMA also has its own six year statute of limitations with respect to recovery of penalties
under the Act. 30 U.S.C. § 1755. The court in Phillips, supra, found that it is appropriate
to presume that Congress, in enacting FOGRMA, was acting with a generalized understanding
how the general statute of limitations would operate in an action to enforce royalty rights.

MMS cites Forest Oil Corp., 111 IBLA 284 (1989) for the proposition that the statute of
limitations does not accrue when the royaity was underpaid, but accrues only when the MMS
reasonably knew of the underpayment. The MMS claims that its coatention is supported by 28

U.S.C. § 2416(c), an exception to 28 U.S.C. § 2415(a).

Section 2416(c) of Tite 28 provides that for the purpose of computing the Limitations period
established in Section 2415(a), there shall be excluded all periods during which facts material to
the right of action are not known and reasonably could not be known by an official of the United
States charged with the responsibility to act in the circumstances.

Secton 2416(c) of Title 28 is inapplicable with respect to tolling the six year statute of
limitations under the facts here, since the MMS could have known of its right of action by timely
auditing SWEPI's records. The six year stamte of limitations began to run when the royalty
payment was due or made. The fact that the MMS did not bring its action until the audit was
completed does not toll the statute of limitations. In United States of America v. Gavilan
Joint Community College District, et al., 849 F.2d 1246 (9th Cir. 1988) the court held that
uncertainty as to the exact amount of the claim does not constitute lack of knowledge of a fact
"material to the right of action.” The court noted that the legislative history of Section 2416(c)
of Title 28 expressly states that the principal application of the Section 2416(c) exclusion from
the running of the statute of limitations was intended for situations involving fraud. The material
facts that are not known must go to the very essence of the right of action. 1966 U.S. Code
Congressional and Administrative News 2502, 2508.

The MMS also contends that the six-year statute of limitations applies to the judicial enforcement
of administrative actions, but not to the administrative actions themselves. However, in
Phillips, supra, the District Court denied the federal défendant’s motion to dismiss on grounds
that the MMS order was not final agency action and therefore not subject to judicial review.

The Court held that inasmuch as the MMS order did not provide for a stay pending review,
Phillips was not required to exhaust its administrative remedies, and the MMS order constituted
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final agency action subject to judicial review. The MMS did not appeal the denial of its motion
to dismiss. In Phillips, the Tenth Circuit held as follows:

Defendants were not asserting a claim for underpayment of royalties. Had they
been, plaintiff might have very well been able to assert 2 statute of limitations
defense. See 28 U.S.C. 2415 (six-year statute of limitations on “action for money
damages brought by the United States...which is founded upon any contract).

Therefore, the MMS demand letter to SWEPI dated July 22, 1992, which requires calculation
of and payment of royalties, is subject to a six-year statute of limitations defense. Accordingly,
SWEPI asserts that the MMS is barred by the applicable statute of limitations from asserting a
demand for payment of royalties from SWEPI from the subject federal leases prior to July 22,

1986.

CONCLUSION

For the foregoing reasons, SWEPI respectfully requests that the MMS accept the July 1, 1986
arm’s length contract with the Denver Unit as the proper basis for valuing deliveries of CO, by
SWEPI under the Denver Unit In-Kind Delivery Meter 74222-500B. SWEPI also respectfully
requests that the MMS directive to pay additional royalties to the MMS be limited to the period
July 22, 1986 through September 30, 1989.

Respectfully submitted,

L) e & Q.u.oa_

William G. Riddoch

Senior Counsel

On behalf of Shell Western E&P Inc.
(713) 870-3625

WGR:NC

cc: Mr. F. David Loomis, Manager
Mineral Audit Section
Colorado Department of Revenue
999 Eighteenth Street
Suite 1025, North Tower
Denver, CO 80202



Attachment No. 1

United States Department of the Interior

MINERALS MANALEMENT SERVICE
ROVALTY v WACEMEAT PROGR A .
: /——.:-- N

Py RUN DNIAD Vel
BENVER. COLORADO 80275 Y
™ RFPLY )
AFFEL TU EL: 1 . KJ'\A
MMS-RVS—-0G-83-374 | B el
H.5. 653 < o

ENCLOSURE CONTAINS COMPANY
PROPRIETARY INPORMATION
FOR U.S. GOVERNMENT USE ONLY

Lo

By letter dated April 9, 1984, MMS regquested X
submit addictional i{informarion regarding the arm’s~length nature of a contract
to sell carboo dioxide (coz) produced from the McElmo Dome Unit in Montezuma

and Delores Counties, Colorade to the Deaver Unit- in Yoakum and Gaines

Counries, Texas.

MMS received the ianformation from X —&f by letter dated June 5, 1984%. MMS has
revieved the information and found chat all items of concern have been

answered satisfactorily.

MMS has determined that the cootract berween b'd B
X - dated Jamuary !, 1982 is acceptables The pricing terms contained in
your contract to sell CO, to the Denver Uasit are acceptable to MM for

establishing a value for royalty purposes.

A copy of our Findings and Conclusious is enclosed for your informatioo.



Shell 01il Compaay

You have the right to appeal any of the decisions iu this letter in accordance
vith the provisions of Title 30, Code of Federal Regulations Part 290. Any
appeal taken will be to the Director, Miuerals Management Service, and the

notice of appeal must be filed with

Minerals Management Service
Atteation: Mr. William H. Feldmiller
Chief, Royalty Valuation and Standards Divigion

P. 0. Box 25165, Mail Stop 653
Denver, CO 80225

within 30 days from the date of receipt of this letter,

A copy of your appeal should be forwarded to:

Mr. Norman Hess

Appeals Divigion

Minerals Management Service
Mail Stop 623

12203 Sunrise Valley Drive
Reston, Virginia 2209}
Telephoune (703)860-7251

If vou have apy questions regarding this matter, please call us at

(30Q3)231-3546.

Sincerely,

(: Qe ) (e

(), ¥illiam B. Feldmiller
™ Chief, Royalty Valuation and
Stapndards Division

Enclosure



Attachment No. 2

Shell Western E&P Inc.

A Suisaprary 0 Shei Ou Compsry
PO Box 576
Housian. TX T80

January 23, 1986

ALL WORKING INTEREST OWNERS
DENVER UNIT

Gentlemen:
PURCHASED CO, FOR DENYER UNIT

In response to Conoco's letter of November 6, 1985, Shell Western E&P Inc.
(SWEPI)} has prepared the attached ballot relating to future purchasass of
C0, for the QDenver Unit. In essence, SWEPI seeks to determine Working

Interest Owners' (WIQ) desire tc:

1. Limit £0, purchases under the existing contract to the Daily Cortract
Quantity (0CQ), i.e.,¥X-4 MMSCF/D during the contract year.

2. Negotiate 2 new purchase contract and/or 2 suppiy in-kind agresment
for theX-¢ MMSCF/D CO, in excess of the DCQ.

I¥ the ballot is approved, all WID will be responsible for providing their
share of the X4 MMSCF/D. A1l WIO's must then elect one of the follewing

optians:
A. Supply in-kind CO, which meets the Denver Unit guality specificztiens.

E. Request SwZPl (as operator of the Denver Unit) to handie the bjdding
tc select 2 CO, supplier. -

The effective date for implementing these items will be the data bzllat
approvel is received. We realire that alternate supplies of €O, cznnot
be arranged instantly, and we have asked our current seller of Cé Tor a
preposal to supoly volumes of CO, in excess of the contract takeior-pav
on an interim basis. A copy of saller’'s respense is attached. This
arrangement will cover a 90-day period commencing with ballot appraval.
SWEPI, as operztor of Denver Unit, believes this propasal to be fzir and
equitable to all WIO.

In order to insure an uninterrupted supply of CO, to Denver Unit a2t the
design rate of ¥~4 HMMSCF/D, any WI0 who elects to supply-in-kind must
begin deliveries within 90 days of ballot approval. Any WI0 who elects
to supplv-in-kind and does not ccmmence deliveries within 90 days will
automatically be included in the new contract for their share of volumes

in excess of the DCQ.

BNBY8601503



Please return the completed bal{ot to:

Shell Western E&P Inc.

ATTN J. H. Sheffiasld
Engineering Manager

C0, Ventures - Western Division
P. 0. Box 576

Houston, Texas 77001

Any questions you may have should be addressed to J, H. Sheffield,
713/870-3394,

Yours very truly,

v DR
J. H. Sheffield
Engineering Manager
£, Ventures - Western Division
RRW:1c

Attachment

BANDVAENTENY



DENVER (SAN ANDRES) UNIT
SHELL WESTERMN E&P INC. - OPERATOR
JANUARY 1986

BALLOT FOR LIMITING CURRENT CO, CONTRACT TO DCQ AND PXCVIDING FOR
ALTERNATE SUPPLY.

1. Limit CO, purchased under current contract to DCQ and negotiats new
sale/purchase contract and/or supply in-kind agrezment for €O, in

excess of DCQ.
___ For

Agzinst

2. f approval of {ftem 1 is obtained, our share of €3, in excess of
DCQ will be supplied:

In-kind
By a supplier selected by bid. Czerator to cencuct

the bid selection process.

APAR0GVED BY

TITLE

FOR

DATE

Pizase raturn signed copy of this bzllot to:

Shell Western E32 Inc.

ATTN J. H. Sheffield
Engineering Manager

CO, Ventures - Western Division
P. 0. Box 576

Houston, Texas 77001

BNBY8601503



Attachment No. 3
@T B MATURAL S50
Shell Western E&P Inc. e

A Subtuswy il Snad O Comgwee b‘f:..‘ :
PO Bogdsirs /{
Housiory JEmtim e L___ L b
March 31, 1986 vos /
LFO !
) Reg |
Shell 0il Company wwe, |
ATTN R. F. Nelson :
P. 0. Box 2463 2RG
Houston, Texas 77001 T ‘
as
Gentlemen: £33
SUBJECT: CARBON DIOXIDE SUPPLY e —
DENVER UNIT - WASSON {SAN ANDRES) FIELD ;s i

GAINES AND YOAKUM COUNTIES, TEXAS

Shell Western E&P Inc. (SWEPI), as Operator of the Denver Unit, desires to
solicit bids for third party CO, supply to supplement volumes currentiy
supplied by SWEPI to the unit. Texaco and Conocs, the largest WIO's to
purchase C0, in the Unit, have jointly developed this bid letter on behalf
of the Unit. These supplemental volumes are those above the current take
obligation {X-AMMCFD) and have no take obligation associzted with them.
An aoproved bid for supplemental volumes would have to. provide more
favorable price and terms than the current contract.

Information and requirements for this proposal are as 7ollows:

1. Delivery Point - At or near the downstream flange of the Denver (nit
meter facility, located in SW/4 Section 827, Block D, John K. Gitton

Survay, Yoakum County, Texas.
Y

2.  Volume - Approximately X MMCFD will be required for the life of
this contract with an additional

-

during the first six month period of the contract. The additional P
LS X

six month volume will be needed to repay SWEPI fcr volumes supplied »-
during an interim ninety day period. Total purchasing_requirements
will be approximately ¥-4q BCF. CGizet Tt Sic)

: ! i

3. Term - %-4 years or until ** ECF is purchased; whichever occurs Tirst.

4. Price - Should be based on a zero percent take or pay. If any take or
pay obligations are included, then an economic out clause should be
inserted if the working interest owners vote to shut the project down
or reduce injection volume to -4 MMCFD. The formula tying the price
of C0, to crude should include a weighting factor (less than one) to
reduce the rise in CO, prices when crude oil is increasing.

More specifically, the price of (0, should be quoted at a fixed, non-
escalating price for a period of time and determined by a formyla
thereafter. As an example, a commodity price of $.40 for C0, should
be tied to a January 1, 1986 crude price. A lower commodity price will
be tied to a Tower crude price. One suggested formula is as follows:

X— 4 ———— MMCFD) needed =, ,¢03

LE
#E.

- /

NN

/



Total laid-in €0, cost = Base Price (WF x ;%-e {1-WF)) + T

Base Price = $§,40/MCF

WE = Weighting factor (less than 1.0}
Pl = Current crude price
P2 = Crude price (January 1, 1986)

1 Transportation

5. Celivery Point specifications

Minimum pressure of X-4 psig, maximum of X4 osig.

Minimum purity - x-4mol percent pure C0,.

No ~—X— 4 — and no more than X —4 water vzoor per MMCF at
psia and x —¢

Temperature no greater than -4 F,

1

No more than X —<' parts by weight of hyZraoczn sulphide per
X —af parts of CO,.

6. Trensportation - Per pipeline tariff with ceiiing for maximunm
annual escalation.

7. First Delivery - June 1, 198¢

in view of their majority position as purchasers, Concco and Texaco will
be acministering the bid solicitation procedure. Aft2r bid review and
any subsequent negotiations, a recommendation will be made to the Cenver
Unit Working interest Owners if any acceptable bicds are found. If
recommended, 2 new purchase contract could then te corsummated afiar the
Working Interest Owners determine it is desirable to ¢3 sc. If you have
any cuestions or comments about this propesal, pleasz c211 Bob Leibrecnt
with Conoco at 713/263-1804 or Bill Graham with Conces at 713/293-3085,
Detailed progosals are due by April 30, 1988 and shcu'Z be sent to:

Conoco Inc.

ATTN Mr., A. M. Yarsa

Division Manager, Midland Division
P. 0. Box 1959

Midland, Texas 79702-195¢

Yours very truly,

o7 MY

M. L. Blanton
Division Production Manager
Western Division

C8:1¢
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Attachment No. 4

William L. Grahsm Cenoco Inc. Co 2 BUSIHIZS
Caorginatar, Pipeline Gas Marketing :3, LB 2_1;';?252 hAp_-:y_E_‘..gg:.!i.\T
SuBian. ¢ HER e 3
Natural Gay Qepartment e e ves o) C" /3
June 2, 1986 E,<2 cas ‘_-‘

4 NETNEES

Gentlemen:

Czroco 2nd Texaco, acting as administrators of the Denver Unit carbon dioxide
supply proposal, have recommended to SWEPI that regotiations should commencs
with X-4 to finalize the contract for carden dicxide supply. The following
items concerning the May 9, 1986 X —4 prepcszl are submitted for your

reyiew:

1. Article 1.1 (h) Definitions - "Initial Anrual Period" should begin July
1, 1986.

2. Article 3.1 Commencement of Deliveries - June 1, 1985 shoule be changed
to July 1, 1986

L&V )

Article 3.2 Take-or-Pay - The cover letisr for this propeszl to A. M.
Yarsa dated May 9, Igﬁé states “No teke-or-z:y payment as long as
purchased total project volumes from x-+ MMIFD to and including x-#
MMCFD are purchased under this contract.” For clarity the followirg
languzge 1is recommended:

"From and after the date of the beginning ¢¥ the Initial Annual Period,
during each Period Buyer agreas to purchasz and take frem Seller or to
pay for if not taken an annual quantity of Carbon Dioxice equal to the
sum of a daily quantity, hereinafter referred to as the "Daily
Take-gr-Pay Quantity", in effect on each ¢day of the applicable pericd.
The Daily Take-or-Pay Quantity shall bz equal to the quantity (limites
to¥~d ¥MCF per day) made available to certzin Working Intzrest Owners c¢7
the Denver Unit under this contract for irjection volumes over x-4 MMCFD
per day. Quantities of carbon dioxide herzin made available shall te
that portion of the Denver Unit requirements as provided by multiplying
Buyer's unit participation (as set forth in Exhibit A) times volumes
over X-4 MMCF per day but limited tox-4¥ MVC7 per day." This language
would replace the first two sentences in Article 3,2,

4. Article 3.4 Makeup Rights -~ Makeup language is unrecessary and can be
left out.

5. Article 3.6 Cooperation Regarding Deliveries - "...that Seller's
inability to «conform 1ts deliveries to Buyer's revised dafly
requirements shall nat have the effect of reducing the Daily Contract

WLG2:00025




Mr. R. F, Nelson
Page 2
June 2, 1986

plel

10,

1.

12.

Quantity otherwise applicable,” should be eliminated because it is nc:
consistent with current Take-or-Pay language.

Eliminate 3.7 Contract Volumes Proportionate to Unit Participation cf

Euzer.

Article 3 - Language should be added to allow makeup of carbon dioxide
volumes supplied by SWEPI during March, April and May, 1986. This
Tanguage would address Buyer's right to take volumes up to x-4 of Daily
Contract Quantity during the first six months of this contract.

Article 4.1 Initial Price and Adjustments - Should reflect current
market price and P1 should be changed to X~4 MCF from the stated X~y
MCF. June 1, 1986 should be changed to July 1, 1886.

This proposal provides unilateral protection in various places to the
Seller in case of inability to perform. Language should also be
included to protect the Buyer. This language should be:

a. Article 4.1 Initial Price and Adjustments - The floor ofX~4« per
MCF should be eliminated to provide protection to the Buyer if the
price of crude should drop below § X~ BBL. If the price does
drop below $X—4, then price would be determined by the formula
outlined in the original contract dated January 1, 196Z,

b. Article 13.2 Buyer's Termination Option - A Buver termination
provision should be 2cced stating that 1f the Denver Unit decides
to reduce injection volumes to x-4 MMCF per day or less on a
permanent basis, the Euyer can terminz‘s this contract with no

further cbligation,

Article 4.4 Tax Reimbursezent - January 1, 1985 should be changed ¢o
January 1, 19%50.

Article 4.5 Excess Rovalty -~ Eliminate "or basis”.

Article 10.2 Extended Force Ma2jeure 365 czys should be changed to SC
days.

Coroco and Texaco would 1ike to mest with X' —4f the wesk of Juna 2, 1986 to
dis-uss these itams and finalize this cofitract.

Very truly yours,

RS

W. L. Graham

1sh

cc:

Yarsa, Midland
Leibrecht, Houston
Robb, Houston
Stone, Texaco

T Exor
nooXx
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Atntachment No. §
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e

Mc¢ Elmo Dome Unit CO. Contracts
Current Current
Purchase Date of Initial Delivered Netback
Location Contract Delivery Price $/MCF | Price $/MCF
Denver Unit 1/1/82 4/84 X — ot X
Big Three Pre “[7¥  12/3/84 1/86 x-Yy X4
Willard 5/24/85 4/86 A-4 i X ~¢ N
E. Vacuum 8/1/85 9/85 X-4 | x-4g
Denver Unit 7/1/86 7/86 X — ¢ X -
co Theeo Higd 197
B Thece B9 gy L et v
X Dete: ke Posd 1977 Comeudbment 15 L’“’éa{ =
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